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SUBJECT: Child Care Refundable Credit

SUMVARY

Under the Personal Incone Tax Law (PITL), this bill would allow a refundabl e
credit of $350 for each child of the taxpayer for whom at |east $2,500 was paid
or incurred for child care. The credit would be allowed only if the taxpayer's
total household incone is bel ow 250% of the poverty |evel.

EFFECTI VE DATE

As a tax levy, this bill would be effective upon enactnent and operative for
taxabl e years begi nning on or after January 1, 2000.

LEG SLATI VE H STORY

AB 149 (1999), AB 401 (1999), and AB 1174 (1999) all proposed nonrefundable Child
Care Credits. AB 149 was anmended to be a Househol d and Dependent Care Credit,

AB 401 remained a Child Care Credit, and AB 1174 was anended to be a Denocracy
Vol unteer Credit. Al three bills failed to pass out of the house of origin by

t he deadl i ne.

SPECI FI C FI NDI NGS

Existing federal law allows a credit against tax equal to 20%to 30% (dependi ng
on the taxpayer’s adjusted gross incone) of enploynent-rel ated expenses for the
care of a qualifying individual. A qualifying individual is defined as a
dependent of the taxpayer who is under the age of 13 or a dependent or spouse who
is physically or nmentally unable to care for him or herself. Enploynent-rel ated
expenses are defined, generally, as those expenses incurred to enable gainfu

enpl oynent .

Existing federal law limts the qualifying anbunt of enploynent-rel ated expenses
incurred during a taxable year to $2,400, if there is one qualifying individual
or $4,800, if there are two or nmore qualifying individuals with respect to the

t axpayer for that taxable year

Under provisions of federal law (Title IV of the Personal Responsibility and Wrk
Opportunity Reconciliation Act of 1996 (P.L. 104-193)), certain aliens are
ineligible for federal, state and | ocal public benefits. As a refundable credit,
the proposed state Child Care Credit could be considered a public benefit. By
its ternms, this federal |law applies to states.
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Prior state law allowed a simlar credit based upon expenses for household and
dependent care services necessary for gainful enploynent. That credit was a
percentage of the federal credit; the percentage was based upon the taxpayer’s
adj usted gross incone (Ad) and ranged between 15% and 30% That credit

provi sion was repealed by its own terns Decenmber 31, 1993.

Prior state law allowed a $1,000 credit to any qualified parent who filed as a
head of househol d, a surviving spouse, or married filing jointly and clained a
dependent child who had not reached the age of 13 nmonths. The qualified parent
(or spouse in the case of a joint return) could not have earned inconme. The

$1, 000 was reduced for surviving spouses or married taxpayers if the spouse’s

i ncome exceeded certain levels. This credit was allowed in 1991, 1992, and 1993.

Exi sting state | aw provides various personal credits to taxpayers that may reduce
(but not bel ow zero) their state inconme tax. Existing state | aw does not provide
a Child Care Credit. However, existing state |law provides two credits relating
to children, the joint custody head of household credit and the adoption costs
credit.

State | aw provi des a personal exenption credit of $72 for each taxpayer, plus an

addi ti onal exenption credit for those individuals who are over 65 years of age or
are blind, and an exenption credit of $227 for each dependent. These anounts are
for 1999 and are increased annually for inflation.

Under state |aw, individuals who make [ ess inconme than the filing thresholds are
not required to file an income tax return since the standard deduction and
personal exenption credit would elimnate any tax liability. For 1999, these
filing thresholds are $10,899 in gross income or $8,719 in AG for single

t axpayers and $21,798 in gross inconme or $17,438 in AGJ for married filing joint
t axpayers. These thresholds are increased based on the nunber of dependents.
These threshol ds al so are increased annually for inflation.

This bill would allow a refundable credit of $350 for each child of the taxpayer
for whomthe taxpayer paid or incurred at |east $2,500 for child care. The
credit would only be allowed if the taxpayer's total household incone is bel ow
250% of the poverty | evel

This bill specifies any credit in excess of the tax liability shall be credited
agai nst ot her anmounts due, and the bal ance shall be refunded to the taxpayer.

This bill specifies that no deduction would be allowed for the same expenses for
which the credit was all owed.

Since this bill does not specify otherw se, the existing state | aw providing
general rules regarding the division of credit anong taxpayers who share in the
expenses woul d apply.

Pol i cy Consi derati ons

Hi storically, refundable credits (such as the state renter’'s credit, the
federal Earned Inconme Credit and the federal credit for gasoline used for
farm ng) have had significant problenms with invalid and fraudul ent returns.
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This bill does not specify a repeal date. Credits typically are enacted
with a repeal date to allowthe Legislature to review their effectiveness.

| npl emrent ati on Consi der ati ons

This bill uses the term"child care"; however, this termis not defined in
the bill. It is unclear, for example, if "child care" includes expenses,
services and/or paynments to related individuals. In addition, the child

care expenses are not related to the taxpayer's enploynent. Undefined terns
can lead to di sputes between taxpayers and the departnent.

The department’s administration of the credit would be sinplified if
taxpayers were required to keep substantiation for the expenses.

To the extent the Child Care Credit exceeds tax liability and is refunded,
it may be interpreted to be a state public benefit under federal law. As a
public benefit, the proposed credit falls under the federal provisions
making certain aliens ineligible for state public benefits. To establish
eligibility, the claimant nust declare hinself/herself to be a citizen of
the United States or an eligible alien. The FTB has no nethod in place to
easily verify eligibility, and the volune of clains anticipated is |arge.

The bill does not require the credit to be clained only with respect to the
t axpayer’ s dependent or mnor children who reside with the taxpayer.
Therefore, it appears that both divorced parents could claimthe credit on
the sanme child if each paid sufficient child care expenses. |In addition
not hi ng prevents a taxpayer fromclaimng the credit for care of an adult
child. Cdarification is needed if this is not the author’s intent.

The proposed credit under this bill would be clained by | owincone

t axpayers. Lowincone taxpayers generally file their tax returns on forns
540A, 540EZ or 540-2EZ. To mnimze the conplexity of these returns,
credits are not currently allowed on these forns, other than the
nonrefundabl e renters' credit. Adding lines to these forns would increase
their conplexity and could have a noderate to significant inpact on the
departnent's operations.

Tax benefits are generally tied to adjusted gross income (AQ) |evels.
However, this bill would Iimt the credit to taxpayers with total househol d
i ncomes bel ow 250% of the federal poverty level. According to the 1999 U S
Departnent of Health and Human Services Federal Poverty Guidelines, the
poverty guidelines are sonetines |oosely referred to as the "federal poverty
level” (FPL), but that termis ambi guous and shoul d be avoided in situations
(e.g., legislative or admnistrative) where precision is inportant. There
are no universal admnistrative definitions of "famly,"” "famly unit," or
"househol d" that are valid for all prograns that use the poverty guidelines.
The absence of a definition that identifies the author's intent conplicates
the adm nistration of this credit.

The 1999 U. S. Departnent of Health and Human Services Poverty Guidelines
indicate the follow ng (not including A aska and Hawaii):
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Si ze of 48 Conti guous
Fam |y Unit States and D. C x250%
1 $8, 240 $20, 600
2 11, 060 27,650
3 13, 880 34, 700
4 16, 700 41, 750
5 19, 520 48, 800

For each additional person add $2, 820.

Since the “federal poverty level” generally refers to nore than an
individual, it is unclear how the departnent would determine eligibility for
the credit. For exanple, it is unclear how the income of the other

i ndividuals within the household woul d affect the taxpayer's eligibility for
the credit. Each nmenber of the household mght be required to disclose
personal information regardi ng second enpl oynent, spouse's incone, famly or
househol d i ncone, and possibly famly size.

The department has no ability to verify household or famly incone. Tax
benefits, such as the renters credit, generally are tied to an AG@ anount,
with a maxi rum AGd for qualifying married couples filing a joint return and
heads of household and a | ower maxi mum AG for qualifying single filers.

Finally, the tine period for conputing the household incone limtation is
not specified. The bill should provide that it is the total household
incone "for the taxable year” to nake it clear that the year in which the
child care expenses are paid or incurred is the same year that the household
income limtations are cal cul at ed.

FI SCAL | MPACT

Depart nental Costs

First year inplementation costs are estimated at $2.1 mllion and ongoi ng
costs are estimated at $1.3 million per year. This estinmate does not

consi der satisfying the federal |aw concerning eligibility of certain aliens
for state public benefits.

The estimated costs are based on the processing of an estimated 671, 000
claimants. Oher costs include changes to the conmputer systens that
currently do not contain logic to process a refundable credit, changes to
exi sting tax forns, increased taxpayer phone calls and correspondence, and
el ectroni ¢ and paper storage.
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Tax Revenue Esti mate

Revenue | osses under the PITL are estimted to be:

Fi scal Year Cash Fl ow
Taxabl e Years Begi nning After Decenber 31, 1999
Enact ment Assumed After June 30, 2000
$ MIlions
2000-01 2001-02 2002- 03
- $69 -$72 -$76

Note: It was assuned for this analysis that only expenses qualifying for the
federal child care credit would be “qualified child care” expenses for this
bill and that any taxpayer with total household income of $41, 750 and | ess
woul d qualify for the tax credit. This incone |evel was based on the
federal poverty level for a famly of two adults and two children ($16, 700 x
250% . Under current law and tax rates a married couple filing joint with
two dependents would have a $0 tax liability, therefore, all of the credits
woul d be refunded to taxpayers.

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis measure.

Tax Revenue Di scussi on

Revenue | osses under the PITL woul d depend on the nunber of taxpayers who
woul d i ncur at |east $2,500 for child care and neet the incone | evel as
st at ed above.

The above estimates were based on sinulations using the departnent’s
personal income tax nodel. Special progranm ng was done to reflect the
federal poverty level and eligible child care expenses.

BOARD PCSI TI ON

Pendi ng.



